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under section 162(a) for any payment
(other than a payment described in
paragraph (a) of this section) made, di-
rectly or indirectly, to any person, if
the payment constitutes an illegal
bribe, illegal kickback, or other illegal
payment under the laws of the United
States (as defined in paragraph (a)(4) of
this section), or under any State law
(but only if such State law is generally
enforced), which subjects the payor to
a criminal penalty or the loss (includ-
ing a suspension) of license or privilege
to engage in a trade or business
(whether or not such penalty or loss is
actually imposed upon the taxpayer).
For purposes of this paragraph, a kick-
back includes a payment in consider-
ation of the referral of a client, pa-
tient, or customer. This paragraph ap-
plies only to payments made after De-
cember 30, 1969.

(2) State law. For purposes of this
paragraph, State law means a statute
of a State or the District of Columbia.

(3) Generally enforced. For purposes of
this paragraph, a State law shall be
considered to be generally enforced un-
less it is never enforced or the only
persons normally charged with viola-
tions thereof in the State (or the Dis-
trict of Columbia) enacting the law are
infamous or those whose violations are
extraordinarily flagrant. For example,
a criminal statute of a State shall be
considered to be generally enforced un-
less violations of the statute which are
brought to the attention of appropriate
enforcement authorities do not result
in any enforcement action in the ab-
sence of unusual circumstances.

(4) Burden of proof. In any proceeding
involving the issue of whether, for pur-
poses of section 162(c)(2), a payment
constitutes an illegal bribe, illegal
kickback, or other illegal payment the
burden of proof in respect of such issue
shall be upon the Commissioner to the
same extent as he bears the burden of
proof in civil fraud cases under section
7454 (i.e., he must prove the illegality
of the payment by clear and convincing
evidence).

(5) Example. The application of this
paragraph may be illustrated by the
following example:

Example. X Corp., a calendar-year tax-
payer, is engaged in the ship repair business
in State Y. During 1970, repairs on foreign

ships accounted for a substantial part of its
total business. It was X Corp.’s practice to
kick back approximately 10 percent of the
repair bill to the captain and chief engineer
of all foreign-owned vessels, which kick-
backs are illegal under a law of State Y
(which is generally enforced) and potentially
subject X Corp. to fines. During 1970, X Corp.
paid $50,000 in such kickbacks. On X Corp.’s
return for 1970, a deduction under section 162
was taken for the $50,000. The deduction of
the $50,000 of illegal kickbacks during 1970 is
disallowed under section 162(c)(2), whether or
not X Corp. is prosecuted with respect to the
kickbacks.

(c) Kickbacks, rebates, and bribes under
medicare and medicaid. No deduction
shall be allowed under section 162(a) for
any kickback, rebate, or bribe (wheth-
er or not illegal) made on or after De-
cember 10, 1971, by any provider of
services, supplier, physician, or other
person who furnishes items or services
for which payment is or may be made
under the Social Security Act, as
amended, or in whole or in part out of
Federal funds under a State plan ap-
proved under such Act, if such kick-
back, rebate, or bribe is made in con-
nection with the furnishing of such
items or services or the making or re-
ceipt of such payments. For purposes of
this paragraph, a kickback includes a
payment in consideration of the refer-
ral of a client, patient, or customer.

[T.D. 7345, 40 FR 7437, Feb. 20, 1975; 40 FR
8948, Mar. 4, 1975]

§ 1.162–19 Capital contributions to
Federal National Mortgage Associa-
tion.

(a) In general. The initial holder of
stock of the Federal National Mortgage
Association (FNMA) which is issued
pursuant to section 303(c) of the Fed-
eral National Mortgage Association
Charter Act (12 U.S.C., section 1718) in
a taxable year beginning after Decem-
ber 31, 1959, shall treat the excess, if
any, of the issuance price (the amount
of capital contributions evidenced by a
share of stock) over the fair market
value of the stock as of the issue date
of such stock as an ordinary and nec-
essary business expense paid or in-
curred during the year in which occurs
the date of issuance of the stock. To
the extent that a sale to FNMA of
mortgage paper gives rise to the
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issuance of a share of FNMA stock dur-
ing a taxable year beginning after De-
cember 31, 1959, such sale is to be treat-
ed in a manner consistent with the pur-
pose for, and the legislative intent un-
derlying the enactment of, the provi-
sions of section 8, Act of September 14,
1960 (Pub. L. 86–779, 74 Stat. 1003). Thus,
for the purpose of determining an ini-
tial holder’s gain or loss from the sale
to FNMA of mortgage paper, with re-
spect to which a share of FNMA stock
is issued in a taxable year beginning
after December 31, 1959 (irrespective of
when the sale is made), the amount re-
alized by the initial holder from the
sale of the mortgage paper is the
amount of the ‘‘FNMA purchase price’’.
The ‘‘FNMA purchase price’’ is the
gross amount of the consideration
agreed upon between FNMA and the
initial holder for the purchase of the
mortgage paper, without regard to any
deduction therefrom as, for example, a
deduction representing a capital con-
tribution or a purchase or marketing
fee. The date of issuance of the stock is
the date which appears on the stock
certificates of the initial holder as the
date of issue. The initial holder is the
original purchaser who is issued stock
of the Federal National Mortgage Asso-
ciation pursuant to section 303(c) of the
Act, and who appears on the books of
FNMA as the initial holder. In deter-
mining the period for which the initial
holder has held such stock, such period
shall begin with the date of issuance.

(b) Examples. The provisions of para-
graph (a) of this section may be illus-
trated by the following examples:

Example (1). A, a banking institution which
reports its income on a calendar year basis,
sold mortgage paper with an outstanding
principal balance of $12,500 to FNMA on Oc-
tober 17, 1960. The FNMA purchase price was
$11,500. A’s basis for the mortgage paper was
$10,500. In accordance with the terms of the
contract, FNMA deducted $375 ($250 rep-
resenting capital contribution and $125 rep-
resenting purchase and marketing fee) from
the amount of the purchase price. FNMA
credited A’s account with the amount of the
capital contribution. A stock certificate evi-
dencing two shares of FNMA common stock
of $100 par value was mailed to A and FNMA
deducted $200 from A’s account, leaving a net
balance of $50 in such account. The stock
certificate, bearing an issue date of Novem-
ber 1, 1960, was received by A on November 7,
1960. The fair market value of a share of

FNMA stock on October 17, 1960, was $65, on
November 1, 1960, was $67, and on November
7, 1960, was $68. A may deduct $66 the dif-
ference between the issuance price ($200) and
the fair market value ($134) of the two shares
of stock on the date of issuance (November 1,
1960), as a business expense for the taxable
year 1960. The basis of each share of stock
issued as of November 1, 1960 will be $67. See
section 1054 and § 1.1054–1. A’s gain from the
sale of the mortgage paper is $875 computed
as follows:
Amount realized in FNMA purchase price .............. $11,500
A’s basis in mortgage paper .................. $10,500
Purchase and marketing fee ................. 125

10,625

Gain on sale ............................................................ 875

Example (2). Assume the same facts as in
Example (1), and, in addition, that A sold to
FNMA on December 15, 1960, additional
mortgage paper having an outstanding prin-
cipal balance of $12,500. FNMA deducted from
the FNMA purchase price $250 representing
capital contribution and credited A’s ac-
count with this amount. A then had a total
credit of $300 to his account consisting of the
$50 balance from the transaction described in
Example (1) and $250 from the December 15th
transaction. A stock certificate evidencing
three shares of FNMA common stock of $100
par value was mailed to A and FNMA de-
ducted $300 from A’s account. The stock cer-
tificate, bearing an issue date of January 1,
1961, was received by A on January 9, 1961.
The fair market value of a share of FNMA
stock on January 1, 1961, was $69. A may de-
duct $93, the difference between the issuance
price ($300) and the fair market value ($207)
of the three shares of stock on the date of
issuance (January 1, 1961), as a business ex-
pense for the taxable year 1961. The gain or
loss on the sale of mortgage paper on Decem-
ber 15, 1960, is reportable for the taxable year
1960.

[T.D. 6690, 28 FR 12253, Nov. 19, 1963]

§ 1.162–20 Expenditures attributable to
lobbying, political campaigns, at-
tempts to influence legislation, etc.,
and certain advertising.

(a) In general—(1) Scope of section.
This section contains rules governing
the deductibility or nondeductibility of
expenditures for lobbying purposes, for
the promotion or defeat of legislation,
for political campaign purposes (in-
cluding the support of or opposition to
any candidate for public office) or for
carrying on propaganda (including ad-
vertising) related to any of the fore-
going purposes. For rules applicable to
such expenditures in respect of taxable
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